
continued on page 2

June 2014

Latest Reports:
•	 Supreme	Court	Opinion	
Resolves	Some	Issues	in		
Adjudicating	Stern	Claims		
•	 Board	Immune	from	Breach	
of	Fiduciary	Duties	Suit	in	
Texas	Court	Decision
•	 Garlock	Sealing		
Technologies	Bankruptcy	Case		
Changing	Asbestos	Litigation	

Research Report:
	 Who’s	Who	in	M*Modal	
Holdings,	Inc.

Special Report:
	 Bankruptcy	Tax		
Specialists	in	the	Nation’s	
Major	Law	Firms

Worth Reading:
	 An	Entrepreneurial	History	
of	the	United	States

Special Report:
	 U.S.	Turnaround	and		
Restructuring	Firms	with		
European	Offices

Gnome de Plume:
	 The	Mortgage	Market	Mess

Volume 28, number 6

Inside turnarounds
workouts

news for People Tracking Distressed businesses

continued on page 2

continued on page 2

Texas Joins a Crowd 
Creditors Can’t Sue Directors for Breach of Duty 
	by	Julie	Schaeffer

Creditors seeking to sue officers and directors of an insolvent corporation for breach 
of fiduciary duty may have a problem, at least when the jurisdiction is Texas. 

In Aurelius	Capital	Master,	Ltd.	v.	Acosta, bondholders of an insolvent Texas company 
brought suit against the company’s corporate directors, who they accused of squandering 
$725 million by making low-interest loans to a  related company under the  management 
of the same directors. 

A federal district court in Texas dismissed the suit, giving a particularly frustrating 
answer, says Curtis C. Mechling, a partner in the litigation practice group of Stroock 

A Shift in the Wind
How Garlock Is Changing Asbestos Litigation
	by	Julie	Schaeffer

Some companies have received access to evidence, disclosed during a bankruptcy, that 
shows asbestos attorneys manipulating evidence to maximize recoveries – “a shift in the 
direction the winds are blowing when it comes to asbestos litigation,” says My Chi To, 
a partner in Debevoise & Plimpton LLP’s Business Restructuring & Workouts group.

The bankruptcy is that of gasket manufacturer Garlock Sealing Technologies. It 
filed for bankruptcy in June 2010 when it found itself subject to thousands of lawsuits 
alleging that asbestos in products it made decades ago were causing mesothelioma, an 
asbestos-related cancer, in employees. Garlock argued that any asbestos exposure was	

Statutory Gaps Filled, Partially
The Supreme Court Revisits Stern v. Marshall
by	Randall	Reese

On June 9, the Supreme Court issued its opinion in Executive	Benefits	Insurance	Agency	
v.	Arkison (also sometimes referred to as Bellingham because the appeal arises out of the 
Chapter 7 bankruptcy case of Bellingham Insurance Agency, Inc.). The decision has been 
eagerly anticipated in the restructuring community, as the court was expected to address 
some of the unanswered questions lingering from the Court’s 2011 decision in Stern	v.	
Marshall. Justice Thomas, writing for a unanimous Court, addressed some, but not all, 
of the open issues left by the Stern	opinion which the EBIA	v.	Arkison case presented.

Briefly, in Stern, the Supreme Court held that Article III prohibits Congress from 
vesting a bankruptcy court with the authority to finally adjudicate certain claims. The 
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& Stroock & Lavan LLP. “Yes, in theory 
they can sue, but not until their corporate 
debtor is already out of business,” he says. 

Falling natural gas prices, which put 
downward pressure on electricity prices, 
pummeled Dallas-based Energy Future 
Holdings Corporation, Texas’ largest 
power generator. In 2007, the company, 
formerly known as TXU Corporation, 
was taken over in a record $48 billion 
buyout. But, the buyout didn’t solve 
the company’s problems, and Energy 
Future acknowledged in its own public 
filings that it and its subsidiaries – Texas 
Competitive Electric Holdings Company 
(TCEH) and TCEH’s immediate parent, 
Energy Future Competitive Company 
(EFCH) – were insolvent from 2010 
onward. Regulatory filings show that 
Energy Future lost $3.36 billion in 2012, 
ending the year with $37.8 billion of long-
term debt and $61 billion of contractual 
cash obligations. 

Affiliates of hedge fund Aurelius 
Capital Management LP held secured 
bank debt and bonds that were issued 
by TCEH and guaranteed by EFCH, 
making them creditors of both companies. 
And those Aurelius affiliates had a beef 
with Energy Future: From October 
2007 through January 2013, TCEH 
allegedly made billions of dollars worth 
of “upstream loans” to Energy Future, 
its ultimate parent. Those loans, Aurelius 
alleged, were made at interest rates far 
below market rates. That benefited Energy 
Future, but hurt TCEH (and EFCH as 
TCEH’s guarantor) to the tune of more 
than $725 million. “No unaffiliated 
third party would have extended such 
loans,” said Aurelius said in its March 
19 complaint, pointing the finger at the 
directors of EFCH, who it said owed 
fiduciary duties to EFCH creditors. Suing 
derivatively on behalf of EFCH, Aurelius 
therefore sought damages against the 
EFCH directors in the full amount of the 
$725 million in “unpaid interest” and 
related injunctive relief. 

Judge Jorge Solis of the U.S. District 
Court for the Northern District of Texas 
(Dallas) threw out the complaint, saying 
Texas law didn’t permit creditors to claim 
breach of a fiduciary duty under the 
circumstances. 

“In ruling on the defendants’ motion 
to dismiss the complaint, the Aurelius 
court did not bother with a host of defense 

minimal	because Garlock products were 
made from a less-dangerous chrysotile 
asbestos, and gaskets were sealed inside 
flanges. For years, it defended itself 
against asbestos claims blaming the 
more dangerous asbestos insulation that 
encased its products, which was made by 
other manufacturers. The strategy stopped 
working in 2000, however, when many 
of the large insulation makers went into 
bankruptcy under the weight of asbestos 
claims. At that point, victims again pointed 
their fingers at Garlock. After defending 
against hundreds of thousands of lawsuits, 
Garlock’s insurance ran out in 2010 and 
it filed for Chapter 11, under which it 
continues to operate.

In mid-2013, U.S. Bankruptcy Judge 
George Hodges sought to determine what 
amount should be placed into a trust for 
future asbestos claimants. Lawyers for 
the claimants argued that it should be 
more than $1 billion based on the fact that 
Garlock had already paid such amounts 
to resolve claims made prior to its 
bankruptcy. Garlock, however, continued 
to argue that claimants had been exposed 
to asbestos in other products. 

To get to the bottom of the matter, 
Hodges closed the courtroom and allowed 
Garlock to investigate what claimants’ 
lawyers did after settling with Garlock in 
15 prior cases. The results were shocking: 
In all 15 cases, claimants’ lawyers had 
sought payments from the asbestos trusts 
of bankrupt insulation manufacturers even 
though they had identified Garlock as the 
main or sole cause of a claimant’s cancer. 

“The fact that each and every one 
of them contains such demonstrable 
misrepresentation is surprising and 
persuasive,” said Hodges. “While it is 
not suppression of evidence for a plaintiff 
to be unable to identify exposures, it is 
suppression of evidence for a plaintiff to 
be unable to identify exposure in the tort 
case, but then later to be able to identify 
it in trust claims.”

Hodges – which as a result of the 
estimation trial believed that claimants’ 
lawyers in the Garlock bankruptcy had 
withheld evidence of other exposures, 
making it look as if their clients had 
only worked with Garlock gaskets – set 
Garlock’s liability at $125 million, a 
fraction of the $1.4 billion plaintiff’s 
lawyers said the company should pony up.

After Hodges’ decision, Garlock sued 

Court did not, however, address how 
courts should proceed when presented 
with a “Stern claim” – defined by Justice 
Thomas in the EBIA	v.	Arkison decision as 
“a claim designated for final adjudication 
in the bankruptcy court as a statutory 
matter, but prohibited from proceeding 
in that way as a constitutional matter.”  

That is the primary issue which the 
Supreme Court decided to resolve in 
EBIA	 v.	Arkison. The Court held that, 
in the words of Justice Thomas, “when 
a bankruptcy court is presented with 
such a claim, the proper course is to 
issue proposed findings of fact and 
conclusions of law. The district court will 
then review the claim de	novo and enter 
judgment. This approach accords with the 
bankruptcy statute and does not implicate 
the constitutional defect identified by 
Stern.”

Many expected that the Supreme 
Court might address several other issues 
as well. Robert Eisenbach, a partner at 
Cooley LLP, notes that some thought 
that the Court might resolve at least two 
other issues. First, whether a fraudulent 
conveyance claim under state law or the 
Bankruptcy Code was a Stern claim and, 
second, whether a bankruptcy court could 
enter a final judgment on Stern claims 
with the parties’ consent. According to 
Eisenbach, “there was a palpable fear 
among bankruptcy professionals that the 
Supreme Court might hold consent of 
the parties to be insufficient to overcome 
Article III concerns, and further that the 
Supreme Court might limit bankruptcy 
court jurisdiction over fraudulent transfer 
claims and require their adjudication 
solely in the district court.”

The Supreme Court sidestepped both 
of these issues in its opinion. As to the 
first issue, Justice Thomas states simply 
that the Court “assumes without deciding 
that these claims are Stern claims, which 
Article III does not permit to be treated as 
‘core’ claims under §157(b).” The opinion 
also notes that the “Ninth Circuit held 
that the fraudulent conveyance claims at 
issue here are Stern claims” and, further, 
that neither party had contested that 
conclusion. 

Similarly, the Court determined that 
the case did not require it to resolve 
the question of whether a bankruptcy 
court could enter a final judgment on 
Stern claims with the parties’ consent. 
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Who’s Who in M*Modal Holdings, Inc.
by	Francoise	C.	Arsenault

Research Report

M*Modal,	 Inc.	 is	 the	 largest	medical	
transcription	company	in	the	United	States.	
Headquartered	 in	Franklin,	 Tennessee,	
M*Modal	 provides	 integrated	 clinical	
documentation	 services	 for	 the	 U.S.	
health	care	industry	and	a	comprehensive	
suite	 of	 products	 and	 services	 for	 its	
customers,	including	outsourced	medical	
transcription	services	to	hospitals,	clinics,	
and	 health	 care	 organizations.	 The	
privately-owned	 company’s	 products	
include	mobile	 voice	 capture	 devices,	
speech	 recognition	 software,	 advanced	
cloud-based	 technology,	 advanced	
unstructured	 data	 analytics,	 and	web-
based	work	 platforms.	M*Modal	 also	
offers	 voice-to-text	 solutions	 to	 capture	
the	 patient	 story,	 codify	 the	 physician’s	
narrative	 to	 populate	 electronic	 health	
records	and	other	health	care	information	
systems,	 and	 deliver	 computer-assisted	
coding	 to	 support	 the	 International	
Classification	of	Diseases.
At	 the	 time	 of	 its	 bankruptcy	 filing,	

M*Modal	 employed	 nearly	 10,000	
workers	 worldwide,	 including	 more	
than	4,000	medical	transcriptionists	and	
editors	working	primarily	 in	 the	United	
States	and	India.	The	company’s	customer	
base	includes	more	than	3,800	hospitals,	
clinics,	and	physician	practices.	
In	 2011,	MedQuist	 Holdings,	 Inc.	

acquired	Pittsburgh-based	M*Modal	and	
its	 advanced	 Speech	Understanding™	
technology	 for	 approximately	 $130	
million.	The	company,	renamed	M*Modal,	
was	then	acquired	in	August	2012	by	One	
Equity	Partners,	the	private	equity	arm	of	
JP	Morgan	Chase	&	Co.,	in	a	leveraged	
buyout	for	$1.14	billion	in	cash.	
On	March	 20,	 2014,	 Legend	Parent,	

Inc.,	an	affiliate	of	One	Equity	Partners,	
and	13	affiliated	debtors	filed	for	Chapter	
11	 reorganization	 in	 the	United	 States	
Bankruptcy	Court	for	the	Southern	District	
of	New	York.	In	its	Chapter	11	filing,	the	
company	listed	liabilities	of	approximately	
$852	million	and	assets	of	approximately	
$625	million.	Factors	contributing	to	the	
company’s	 financial	 difficulties	 included	
higher	 than	 planned,	 industry-wide	
erosion	 in	 the	demand	 for	 transcription	

outsource	services,	primarily	from	product	
substitution	as	 clinical	documentation	 is	
more	 frequently	populated	electronically,	
and	lower	than	anticipated	market	demand	
for	capital	purchases	of	front-end	speech	
solutions.	On	May	16,	 2014,	M*Modal	
received	final	approval	from	the	court	to	
borrow	up	to	$30	million	in	DIP	financing.
On	April	 25,	 2014,	M*Modal	 filed	a	

proposed	 joint	 Plan	 of	 Reorganization	
and	Disclosure	Statement	(a	first	amended	
Plan	 and	 Disclosure	 Statement	 were	
filed	on	May	20).	Under	the	terms	of	the	
proposed	Plan,	M*Modal	would	 reduce	
its	 debt	 by	about	 $350	million.	 Secured	
lenders	 would	 acquire	 93	 percent	 of	
the	 equity	 in	 the	 reorganized	 company	
and	 the	 holders	 of	 approximately	 $277	
million	 in	 general	 unsecured	 claims	
(including	noteholder	claims)	would	split	
the	remaining	7	percent	of	M*Modal	stock.	
Secured	 and	 unsecured	 lenders	would	
also	receive	an	estimated	$8.2	million	and	
$617,000	in	cash,	respectively.	The	court	
has	 scheduled	a	hearing	 to	 consider	 the	
proposed	Plan	for	July	15,	2014.	If	the	Plan	
is	confirmed,	M*Modal	expects	to	emerge	
from	bankruptcy	by	mid-August	2014.

The Debtor
Duncan W. James  is the Chief 

Executive Officer of M*Modal Holdings, 
Inc. Michael Finke is the President. 
Ronald L. Scarboro  is the Chief 
Operating Officer. The Chief Financial 
Officer is David Woodworth. Detlef Koll 
is the Chief Technology Officer.

Dechert LLP is bankruptcy counsel 
to M*Modal. The team includes Allan 
S. Brilliant, Shmuel Vasser, Daniel M. 
Dunn, Derek M. Winokur, Michael G. 
Cowie, and Sarah B. Gelb, all partners, 
and Jeffrey T. Mispagel, Negisa Balluku, 
Ruslan V. Koretski, and Janet Bollinger 
Doherty, associates with the firm.

The New York law firm of Klestadt & 
Winters, LLP is acting as the conflicts 
counsel to M*Modal. Working on the case 
are Tracy L. Klestadt, a managing partner, 
and Joseph C. Corneau, a partner.

Alvarez & Marsal North America 
LLC  is providing M*Modal with 
restructuring advisory services. The 

engagement team includes David J. Coles, 
a managing director in the New York office, 
and William D. Holden, a director.

Lazard Freres & Co. LLC is providing 
M*Modal with investment banking 
services. The engagement is being led by 
Brandon Aebersold, a managing director 
in the firm’s Restructuring Group.

Deloitte Tax LLP is acting as the tax 
services provider to M*Modal. Carl 
Mallios, a partner in the firm’s Charlotte, 
North Carolina office, heads up the team.

KPMG LLP is serving as the fresh-
start accountant, tax provision provider, 
and tax consultant to M*Modal. Robert J. 
Steen, a partner in the Philadelphia office, 
directs the work.

Joele Frank, Wilkinson Brimmer 
Katcher is acting as the media and 
communications advisor to M*Modal. 
Michael Freitag and Meaghan Repko, 
partners with the firm, and Aaron Palash, 
a director, are working on the engagement.
The Official Committee of Unsecured 

Creditors
The Committee includes the US 

Bank National Association, as Trustee; 
Advanced Media, Inc.; and Astor 
Crowne Plaza Hotel. 

The law firm of Stroock & Stroock 
& Lavan LLP is serving as the counsel 
to the Committee. Working on the case 
are Kristopher M. Hansen, Frank A. 
Merola, and Brett Lawrence, partners, 
and Matthew G. Garofalo and Gabriel 
Sasson, associates with the firm. 

FTI Consulting, Inc. is providing 
financial advisory services to the 
Commit tee .  The FTI  Consul t ing 
engagement team includes Matthew Diaz, 
Michael Katzenstein, Steven D. Simms, 
and Michael C. Eisenband, senior 
managing directors, Liz (Ji Yon) Park and 
Brian L. Blonder, managing directors, 
Steven Friedrich, a consultant, and 
Marili Hellmund-Mora, an associate.

The Trustee
The U.S. Trustee is William K. 

Harrington. 
The Judge

The judge is the Honorable Robert E. 
Grossman.  ¤
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21st Annual Northeast Bankruptcy 
Conference
July 17 – 19, 2014
Stowe Mountain Lodge
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Contact: www.abiworld.org
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four law firms and an individual lawyer 
involved in the 15 cases it investigated, 
accusing them of violating the Racketeer 
Influenced and Corrupt Organizations Act 
by concealing evidence.

At that point, a number of other companies 
also got involved. But what they were 
seeking was different, says Dan Clodfelter, 
a member of Moore & Van Allen, which 
represented Coltec, a direct subsidiary of 
EnPro, the sole equity holder of Garlock.  

When an attorney represents more than 
one client, as they do in asbestos-related 
claims, the rules require those attorneys 
to file a Rule 2019 statement of multiple 
representations, which discloses the identity 
of the clients they are representing.

Several insurers, including Aetna, sought 
those Rule 2019 statements in order to 
compare the names of asbestos claimants 
to the names of individuals they insured 
and made claims payouts to. It was possible 
that the insurers had provided millions of 
dollars in benefits to plan members to treat 
their asbestos-related diseases, and should 
be reimbursed if those same individuals had 
also recovered money from the trust to cover 
medical expenses for the same illnesses.

This isn’t the first time health insurers 
have tried to collect money paid to people 
covered by their policies. In 2006, the U.S. 
Supreme Court upheld the idea in Sereboff 
v.	Mid-Atlantic, in which a self-insured 
company sued to recover some $75,000 in 

Garlock, from page 2

continued on page 8

In a footnote, Justice Thomas writes that,  
“[b]ecause we conclude that EBIA received 
the de	novo review and entry of judgment to 
which it claims constitutional entitlement,…
this case does not require us to address 
whether EBIA in fact consented to the 
Bankruptcy Court’s adjudication of a Stern 
claim and whether Article III permits a 
bankruptcy court, with the consent of the 
parties to enter final judgment on a Stern 
claim.” Rather, the opinion states that the 
Court “reserve[s] that question for another 
day.”

What, then, is the significance of the 
EBIA	 v.	Arkison decision? University of 
Michigan Professor John Pottow, who 
argued on behalf of the respondent in the 
case, says that “the Court has answered 

the statutory question bedeviling the 
bankruptcy courts since Stern	v.	Marshall, 
but it has side-stepped the constitutional 
one.” He further notes that the opinion “is 
very, very carefully drafted to minimize 
hand-tipping on the constitutional point.”  

Eisenbach highlights that the decision 
reaffirmed the continuing role of bankruptcy 
courts in adjudicating Stern claims in the 
first instance. “While it remains to be seen 
how bankruptcy courts and parties will 
react, the Executive	Benefits decision may 
increase the number of bankruptcy courts 
opting to issue reports and recommendations 
for de	novo review by district courts, and 
fewer may continue to attempt to enter final 
judgments with consent of the parties,” he 
continued. Some believe that litigants will 

arguments concerning the underlying 
facts,” says Mechling. “Instead, the court 
found that ‘a more basic issue controls the 
outcome of this case: Under Texas law, 
when may creditors sue a corporation’s 
directors for breach of fiduciary duty?’” 

The answer, according to the court, is 
that creditors can only bring such suits when 
a corporation is insolvent and no longer 
operating – and because Aurelius had not 
shown that EFCH has ceased operating, 
Aurelius’ claims against EFCH had to be 
dismissed. 

The court based this conclusion on its 
interpretation of Texas law. “Although the 
court acknowledged that the Texas Supreme 

Court has not squarely addressed the 
issue of when creditors can sue corporate 
directors, the court found that this lack of 
authority actually cut against the plaintiffs’ 
position,” says Mechling. “The court noted 
that the Texas Business Organization Code 
only authorizes shareholder – not creditor 
– derivative lawsuits and that the limited 
Texas case law on the issue indicates that 
under the so-called ‘trust fund doctrine,’ 
creditors of an insolvent Texas company can 
only sue corporate officers and directors for 
misuse of the corporate funds that remain 
after the enterprise has shut its doors and 
gone into dissolution.” 

Although there are some seemingly 

Breach, from page 2

continued on page 8
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Recent Representative Clients

Creditors’ committees in Edison Mission Energy, Nortel Networks, 
Eastman Kodak, Overseas Shipholding Group, and Hawker Beechcraft  
Debtors in Atlantic Express Transportation, Atari, ECOtality, 
Geokinetics, and Quiznos

FiberTower Corporation and affiliates, GMX Resources, THQ Inc  
unsecured creditors’ committee, Fairpoint unsecured creditors’ 
committee

Creditors: Foxwoods, Ahern Rentals, Overseas Shipping Group, Atari, 
Texas American Resources, Centro Properties Group, ATP Oil & Gas 
Corp , Bronx Parking Development Company  Debtors: KIT Digital, 
Omega Navigation Enterprises, ASR-8 Centre LP, Optim Energy, 
Rogers Bancshares, Park Cities Bank

Centerbridge (ATU), JPMorgan, Citigroup, US Bank, Merrill Lynch, 
Yucaipa, Whippoorwill and Edge Asset, Icahn Global, U S  Treasury, 
Xerium, Caribbean Petroleum

SuperMedia in prepackaged Chapter 11  Overseas Shipholding Group  
Nortel in cross-border allocation of nearly $7 5 billion of proceeds from 
asset sales  Truvo in global pre-negotiated restructuring  Bondholders 
and DIP lenders in $5 8 billion OGX restructuring   Ad hoc group of 
bondholders in restructuring of Maxcom Telecomunicaciones

Patriot Coal, Elpida, JPMorgan (Tribune, Exide DIP, Cengage), James 
River Coal, Bank of America Merrill Lynch (Foxwoods), Credit Suisse 
(School Specialty Exit Financing), Citi (American Airlines, Kodak 
DIP), Lehman Brothers International (Europe), Pinnacle Airlines

Altegrity, American Airlines, Inc , Berkshire Hathaway, Clayton, 
Dubilier & Rice, GoldenTree Asset Management, Morgan Stanley 
Capital Partners, Oaktree Capital Management, OSX Brasil, Petroleum 
Equity, Providence Equity Partners, Rothschild Inc , Syncora Holdings

Bahrain-based Arcapita Bank in connection with cross-border Chapter 
11 filing, TBS International Limited, Ambassadors International, 
Wilmington Trust in connection with GM bankruptcy, new equity 
investors in connection with restructuring of Trident Resources, major 
creditor of Solyndra, Overseas Shipholding Group

Energy Future Holdings Corp , Edison Mission Energy, Ally Financial, 
Cengage Learning, MSR Resort Golf Course, Hawker Beechcraft 
Corporation, AMF Bowling, W  R  Grace & Co , Sbarro, Sorenson 
Communications, Longview Power, and numerous others

EFIH second lien noteholders, Residential Capital unsecured creditors’ 
committee, Genco Shipping and Trading Limited debtors, American 
Airlines municipal bondholders, Patriot Coal unsecured creditors’ 
committee, Kodak second lien noteholders

AMR unsecured creditors’ committee, Alpha Bank S A , Anchor 
BanCorp, Barclays (for Patriot Coal), CEDC, Excel Maritime Carriers, 
Exide Technologies, Lifecare, Gyrodyne, Savient Pharmaceuticals, 
Select Staffing

AmFin Financial Corporation, Apache Junction Hospitals, Cocopah 
Nurseries, unsecured creditors’ committee for D&L Energy, Flat Out 
Crazy, Legacy Fund Partners II, SunCor Development, US Bank

AMR Corporation, FGIC (NY agency), DirectBuy (creditor), K-V 
Pharmaceutical (creditor), LightSquared (major shareholder), Lehman 
Brothers Holding, LodgeNet Interactive, Mashantucket (Western) 
Pequot Tribe, Reader’s Digest Assoc , Synargo Technologies (buyer), 
Southern Air, Washington Mutual Liquidating Trust
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Bankruptcy Tax Specialists in the Nation’s Major Law Firms
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Senior Bankruptcy Tax PartnersFirm

Akin Gump Strauss Hauer & Feld
New York, NY
(212) 872-1000
www akingump com

Andrews Kurth
Houston, Dallas, New York
(713) 220-4200 (Houston) 
www andrewskurth com

Bracewell & Giuliani
Houston, TX
(713) 223-2300
www bgllp com

Cadwalader, Wickersham & Taft
New York, NY
(212) 504-6000
www cadwalader com

Cleary Gottlieb Steen & Hamilton 
New York, NY
(212) 225-2000
www cgsh com

Davis Polk & Wardwell
New York, NY
(212) 450-4000
www davispolk com 

Debevoise & Plimpton 
New York, NY  
(212) 909-1968
www debevoise com

Gibson, Dunn & Crutcher  
New York, NY
(212) 351-4000
www gibsondunn com

Kirkland & Ellis 
Chicago, IL
(312) 862-2000
www kirkland com

Kramer Levin Naftalis & Frankel
New York, NY
(212) 715-9100
www kramerlevin com

Skadden, Arps, Slate, Meagher & Flom 
New York, NY 
(212) 735-3000
www skadden com

Squire Patton Boggs 
New York, NY
(212) 872-9800
www squirepb com

Weil, Gotshal & Manges
New York, NY
(212) 310-8007
www weil com

Howard Jacobson
Patrick Fenn
Stuart Leblang

Dan Micciche
Thomas Weir

Will S  Becker 
(Dallas)
Andrew Feiner 
(New York)
Thomas Ford, Jr  
(Houston)

Thomas R  Popplewell 
(Dallas)
Angela Richards 
(Houston, New York)

Lance Behnke
Elizabeth McGinley

James Reardon 

Linda Z  Swartz
Richard M  Nugent
Adam Blakemore

Mark P  Howe
David S  Miller
Gary T  Silverstein

Bill McRae
Jason Factor

James Duncan
Corey Goodman

Michael Bolotin
Gary M  Friedman 
Peter A  Furci 

Vadim Mahmoudov 
Burt Rosen
David H  Schnabel

David Rosenauer
Paul Issler
Jeffrey Trinklein

Art Pasternak
David Sinak
Dora Arash

Todd Maynes
Gregory Gallagher
William Levy

Steven Clemens
Thomas Evans
Thad Davis

Barry Herzog
Howard J  Rothman

Maria T  Jones

Kenneth Betts
Stuart Finkelstein
André LeDuc
Steven Matays

David Polster
David Rievman
Matthew Rosen
Dean Shulman

Alan S  Doris
Robert J  Eidnier
James D  Gray

Eliot L  Kaplan
Mitch Thompson

Larry Gelbfish
Mark Hoenig
Martin Pollack
Marc Silberberg
Robert Frastai

Stuart Goldring
William Horton
Stanley Ramsay
Jared Rusman
Paul Wessel

Neil Barr
Samuel Dimon
Lucy W  Farr
Kathleen L  Ferrell

Rachel D  Kleinberg
Michael Mollerus
Po Sit
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Worth Reading Stern Revisited, from page 4

bear additional financial burdens from the 
review process. “It is difficult to see how this 
decision will not make bankruptcy litigation 
more cumbersome and expensive by adding 
an additional layer of judicial involvement to 
many matters, notably to fraudulent transfer 
and other avoidance ‘claw back’ actions 
that historically have been decided in the 
bankruptcy courts and used famously in 
Madoff and other cases as an efficient device 
for creating value for creditors,” says Earl 
Forte, a partner at White & Williams LLP.  

Brian Meldrum, a member of Stites & 
Harbison PLLC, believes that “the contours of 
de	novo review may be the next battleground” 
in the issues surrounding Stern claims. 
“Where a Stern-claim defendant does not 
seek a jury trial and the bankruptcy court 
conducts a bench trial, what is that de	novo 
review going to look like,” asks Meldrum. 
“Is the defendant entitled to an entirely new 
trial before the district court?  If the district 
court relies wholesale on a bankruptcy 
court’s evidentiary rulings and live-witness 
credibility determinations, who is really 
exercising the ‘judicial power of the United 
States?’”  

Meldrum believes that other proceedings 
may provide some guidance. “Bankruptcy 
practitioners would do well to study a 
potential analogy – de	novo review in ERISA 
benefits cases,” he offers. “There appears to 
be a split of authority in that world about 
whether, and under what circumstances, a 
defendant is entitled to present new evidence 
at its de	novo review hearing.”  

Finally, others note the potential impact 
resulting from the Supreme Court’s decision 
to leave the issues of consent for “another 
day.”  That “leaves defendants in preference 
actions and fraudulent transfer actions 
vulnerable to the argument that they have 
impliedly consented to the bankruptcy court’s 
jurisdiction by not raising an objection 
early enough,” according to Lauren Friend 
McKelvey of Wiley Rein LLP. She further 
notes that some courts have gone as far 
as adding implied consent provisions to 
scheduling orders and deeming defendants to 
have consented to the entry of final orders if 
they do not move to withdraw the reference 
before a deadline. “Thus, defendants must 
make the determination early in a case 
whether they will consent to the entry of a 
final judgment by the bankruptcy court and, if 
not, raise the objection in their answer, motion 
to dismiss or other initial responsive filing, 
or sooner if required by the applicable local 
rules, standing order or scheduling order.”  ¤

An Entrepreneurial History of the United States
Author: Gerald Gunderson
Publisher: Beard Books 
Softcover: 286 pages
List price: $34.95

To find the earliest entrepreneurs in this country, one needs to travel back in time 
to the first colonists. Bearing a positive outlook and pursuing dreams of success, 
they were the model for generations of entrepreneurs who followed. Yet, unlike 
their predecessors who found fortune in Europe and other regions of the world, 
these entrepreneurs were very different. As characterized by Gunderson in An	
Entrepreneurial	History	of	the	United	States, the American strain of entrepreneurs 
were dreamers and innovators having “…to create a viable operation out of local 
resources, which had yet to yield anywhere near a competitive return.”

These first capitalists of the New World played a critical role in the development 
of the United States, laying the foundation for the country to become the leading 
economic power it is today, and which has, on the whole, created an exemplary 
standard of living for its citizens. As Gunderson notes, “these early entrepreneurs 
were successful in “redeploying resources…creating exports that were competitive 
in international trade, and devising organizations that encouraged participants to 
harness their personal interests toward those of the colony.”

This book, first published in 1989, chronicles the story of a nation’s economic 
beginning and maturation into a global powerhouse. What makes the story 
compelling are the profiles of the main players – famed entrepreneurs such as 
Robert Fulton, John Jacob Astor, Andrew Carnegie, Thomas Edison, and Henry 
Ford, and groundbreaking companies such as AT&T, DuPont, and Sears Roebuck.

The book is far more than a biographical compilation, however. The author breaks 
down entrepreneurship into phases tied to ever-changing business conditions and 
social circumstances. In some cases, entrepreneurship helped usher in new phases; 
in other cases, it anticipated and seized on needs for new products and services at 
the time. The interplay between entrepreneurs and society is thus a recurrent theme.

This book also looks at the personal attributes common to entrepreneurs, such as a 
special knowledge or ability in some field, a drive to apply this knowledge or ability 
to a business market in a novel way, and a combination of practicality and vision 
in applying the new idea. However, despite their creativity and drive, the author 
points out that few entrepreneurs were overnight successes. Their accomplishments 
were earned after a long, persistent period of trial and error.

The successful entrepreneur was not an especially ingenious individual who 
took a big risk and saw it pay off. “A major misconception is that entrepreneurs 
assume particularly large risks,” says Gunderson. Rather, “a development usually 
unfolds as continuing, small problems, where mismanagement of an individual 
opportunity often can be corrected and then recouped by persistence.” The author 
goes on to say, “As an entrepreneurial venture grows, its members learn about the 
niche that the product serves. Frequently, the firm becomes recognized as the best 
source of expertise in the world.”  

Thus is the formula for success unveiled. Anyone with entrepreneurial dreams 
who wishes to have history repeat itself, should read this book. 	¤

Gerald	Gunderson	 has	 held	 academic	 positions	 at	 Trinity	College,	 the	
University	of	Massachusetts,	Mount	Holyoke	College,	and	North	Carolina	State	
University.	He	is	associate	editor	of	the	Journal of Private Enterprise.
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medical expenses it paid for the care of an 
employee injured in a car accident. Under 
the Employment Retirement Income 
Security Act (ERISA), the court ruled 
the company could sue for a piece of the 
employee’s legal settlement. 

Hodges approved Aetna’s request 
for  the disclosure of  Rule 2019 
statements, and also did the same for 
several manufacturers, including Ford, 
Volkswagon, Honeywell, and Bondex 
International, the bankrupt unit of Rust-
Oleum maker RPM International. 

To understand why those manufacturers 
would want the Rule 2019 statements, 
it’s important to understand their 
predicaments. Consider the case of 
Bondex, which U.S. Bankruptcy Judge 
Judith K. Fitzgerald in Wilmington, 
Delaware, has estimated may owe current 
and future asbestos victims $1.17 billion. 

“If you file a 2019 statement on behalf 
of five people in the Garlock Chapter 11 
case, you make a statement that those 
five people believe they may have been 
exposed to asbestos while working with 
or around Garlock products; if you file a 
2019 statement on behalf of five people 
in the Bondex Chapter 11 case, you 
make a statement that those five people 
believe they may have been exposed to 
asbestos while working with or around 
Bondex products,” Clodfelter says. 
“Companies such as Bondex and Garlock 

would want the 2019 statements filed 
in other bankruptcy cases because the 
statements show that a claimant believes 
he or she may have been exposed to other 
companies’ products.”

 Based on the outcome of the April 17 
hearing on the Bondex motion, Clodfelter 
thinks Hodges likely will rule the same 
on similar motions by other entities and 
permit the disclosure of the Rule 2019 
statements.

That said, Ford, Honeywell, and 
Volkswagen are also seeking information 
in addition to the Rule 2019 statements: 
the unsealing of records from the 
estimation trial Hodges conducted in 
July and August of 2013. “They want the 
transcript of the testimony and exhibits in 
that case made public,” says Clodfelter, 
who notes that it’s a request that had 
been made earlier by others. During the 
course of the estimation trial proceedings, 
Legal Newsline filed a motion to open the 
courtroom and Hodges denied it. Legal 
NewsLine then appealed Hodges’ ruling 
to the district court, and that appeal is 
still pending. “Hodges said, in regard to 
the more recently filed motions by Ford, 
Honeywell, and Volkswagon to unseal 
the transcripts, that those parties are 
essentially making the same request that 
Legal Newsline did,” says Clodfelter. “He 
wants it all decided at one time before one 
court, and he denied the new motions so 
the district court could decide them along 
with the Legal NewsLine appeal.”

Garlock, from page 4  “Historically, access to certain 
evidence, including 2019 statements and 
trust applications that plaintiffs may have 
made in other bankruptcies, was off limits 
to defendants,” says To. “Garlock opened 
the door, and what the judge saw was not 
pretty. As a result, defendants will be able 
to argue that the settlement history of a 
particular defendant is not conclusive or 
the best way to evaluating the defendant’s 
liabilities. A more accurate accounting of 
those liabilities will take into account a lot 
of other factors.”

Clodfelter, however, doesn’t think 
Hodges’ ruling about the Rule 2019 
statements will have any earthshaking 
significance for bankruptcy professionals 
because, for the most part, those 
statements are routinely available in 
bankruptcies. “The practice has sprung 
up in some asbestos-related bankruptcies 
of putting the Rule 2019 statements under 
protective order,” he says. “But what has 
transpired in Hodges’ recent series of 
rulings, and another ruling by the District 
Court in Delaware, suggests that practice 
is going to disappear, and asbestos-related 
bankruptcies will be more like other 
bankruptcies, in which the Rule 2019 
statements are public.”

The more important  quest ion, 
Clodfelter says, is the outcome of the 
appeal about sealing of the Garlock trial 
record, now before the District Court. 
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related (and contrary) decisions from 
federal bankruptcy courts sitting in Texas, 
Solis said they weren’t relevant – either 
because the corporate debtor was already 
in dissolution, or because the rulings were 
based on a mistaken assumption that Texas 
corporate law follows Delaware law, which 
permits creditor lawsuits against directors 
of insolvent companies. 

“In the narrowest sense, the case 
involves a straight analysis of Texas 
corporate law,” says Nicholas M. Miller, 
a partner at Neal, Gerber & Eisenberg 
LLP. “After reviewing applicable 
authorities, the court determined that 
Texas law prohibits derivative suits 
unless and until the insolvent corporation 
ceases operations. This is a policy 
choice that may not (and does not) exist 
in all jurisdictions. So, in that sense, 
the significance of this case is limited 

to only Texas entities. On the other 
hand, and from a broader perspective, 
the case serves as a stark reminder that 
distressed debt buyers need to thoroughly 
understand their legal rights and any 
related limitations before making these 
types of investments. If the plaintiffs 
acquired the debt with an eye towards 
recovering derivative action proceeds, 
the purchase price should have accounted 
for a substantial possibility of dismissal.” 

According to Mechling, the decision in 
Aurelius serves as a stern reminder that a 
corporate debtor’s state of incorporation 
matters when it comes to creditor rights. 
“Contrary to a common assumption, 
many states do not share Delaware’s 
relatively liberal attitude toward creditor 
suits for breach of directors’ fiduciary 
duties,” he says. “Some states will not 
permit them under any circumstance. 
Others, like Texas, impose such tight 
restrictions on creditor suits as to render 

them of limited utility.” 
Mechling, who conducted a 50-state 

review of this issue, concluded that states 
that have addressed this question fall 
into three general categories: (1) those 
that permit direct or derivative creditor 
suits for breach of fiduciary duty once 
a company is insolvent or in the zone 
of insolvency (Arizona, Delaware, 
Florida, Illinois, Indiana, Minnesota, 
Nevada, New Hampshire, New Jersey, 
New York,  Pennsylvania,  Rhode 
Island, South Carolina, Tennessee, and 
Vermont), (2) those that require more 
than insolvency before creditors can sue 
(California, Colorado, Georgia, Iowa, 
Kansas, Mississippi, Missouri, North 
Carolina, Oregon, Texas, Virginia, and 
Wisconsin), and (3) those that will not 
permit any creditor claims for breach of 
fiduciary duty (Alabama, Connecticut, 
Louisiana, Maine, Michigan, Ohio, and 
Washington).   ¤

Breach, from page 4

continued on page 9



below their 2007 level?  The bill has been ‘tabled’ but in reality 
it is as dumb and dead as legislation can get.

Presumably in response to the Johnson-Crapo foolishness, a 
group of six of our financial regulators announced a new proposal 
in May to loosen up mortgage lending. They are led by the Federal 
Housing Finance Agency (FHFA), which regulates Fannie and 
Freddie. Their proposal would preserve the GSE framework and 
incentivize them to increase origination through looser credit 
standards and changes to GSE management compensation  – sound 
familiar?  The FHFA also would clarify the terms on which the 
GSEs deal with banks to reduce the banks’ risk that the FHFA will 
sue them yet again for originating more bad mortgages the way it’s 
been doing as retribution for the financial crisis. It is encouraging 
to see regulators work together, but it might help even more if the 
FHFA stopped suing the same banks that we want and need to 
increase mortgage lending.

So…don’t expect the mortgage market or the slow pace of 
our housing recovery to improve much any time soon.  ¤
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Gnome de Plume
The Mortgage Market Mess
by	Andy	Rahl

The continuing weak housing recovery is a widely 
acknowledged problem. One important reason is that it has 
become much more difficult to get a mortgage unless your credit 
is so good you don’t really need one. 

The average U.S. credit score is 639, but the minimum score 
for a conventional mortgage is 640 and lenders often require 720 
or higher. Unfortunately, the median credit score for the whole 
country is only 723, so that leaves half of all potential mortgage 
applicants with a problem.

Home equity used to be a common way to compensate for 
weaker credit, but home equity has not fully recovered from the 
great recession. The aggregate market value of all U.S. homes 
is still 13 percent below where it was in 2007, 18.8 percent of 
homes still are worth less than the mortgages on them, and 37 
percent of all homeowners have less than 20 percent of equity 
value in their homes. 

In the meantime, the regulators have eliminated almost all 
subprime mortgage lending. Today, 98 percent of all mortgages 
are guaranteed by Fannie, Freddie, or Ginnie Mae (the “GSEs”), 
which collectively account for $6.3 trillion of them.1  Except for 
rich people, the GSEs are the only game in town.

Less well understood, but easily demonstrated, is that 
our mortgage market has become a socialist institution: the 
government sets the interest rates and guarantees 98 percent of 
the mortgages. This has been increasingly true since the Carter 
administration, except for the years leading up to the financial 
crisis, when the GSEs’ share of mortgage origination volume 
fell below 50 percent. That certainly won’t be a way out this 
time around – no one is going to let the guys who originated and 
securitized all of those private label (non-GSE) mortgages that 
caused the housing bubble to do it all over again.

So what ideas for fixing things are out there? We have the 
Johnson-Crapo Senate bill to do away with the GSE’s that was 
announced in March. All you need to know is that it is premised 
on reducing socialism by having the private sector take the first 
10 percent of loss risk on mortgages. Spread across $6.3 trillion 
of GSE guaranteed mortgages, doing that would impose $630 
billion of additional first loss credit risk on the private side of our 
financial system. The system has enough risk capital to absorb 
that, but at what interest rates, fees, reserves, etc.?  Didn’t we note 
that aggregate U.S. home values are still more than 10 percent 
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“That will have more consequence, depending on how it comes 
out,” he says.

“We’ve opened a door that will be very hard to shut at this 
point, and my guess is parties will continue to make discovery 
requests,” says To.

She says it’s telling that bills are now being passed 
addressing issues that arose in Garlock. One, which was passed 
by the House of Representatives and is now currently before 
the Senate, calls for an amendment of the bankruptcy code that 
would require all of these  trusts to make periodic disclosures 
of the distributions that are made under the trust. “That seems 
to be a reaction to the issues uncovered in Garlock, and the fact 
that Congress is considering this, if you’re a plaintiff, that’s 
not good news for you.”  ¤

Garlock, from page 8

1 GSE = “Government Sponsored Enterprise”. Ginnie technically 
is not a GSE but since 2008 it might as well be. Fannie and Freddie 
are Government Sponsored but since 2008 they haven‘t really been 
Enterprises either. We’re just pretending they still are so the Treasury 
doesn’t have to add their $4.6 trillion of obligations to its balance sheet. 
Imagine the fight we’d have over raising the debt ceiling by that amount!   


